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Market Outlook 
If asked about the current state of the market, we would highlight three main 
features. First, extreme market volatility, which is unlikely to subside until 
European policymakers come up with a solid solution to restore confidence. 
Second, reduced dealer risk appetite combined with regulatory uncertainty over 
market making (notably the proposed Volcker rules) to keep secondary liquidity 
low. Third, a substantial pick-up in jump risk coinciding with a spate of defaults 
should pressure short-dated protection for some of the names widely expected to 
default.  
 
The market tone has started to change this week, credit indexes have bounced 
off the upper ends (see left chart) of trading ranges and we could have further 
spread tightening before the year ends. Separately, it is worth highlighting the 
recent underperformance of MCDX, which came close to the wides reached 
earlier this year at the peak of the muni crisis (see right chart). We think that the 
underperformance of MCDX is mainly attributed to technicals: trade unwinds in a 
poor liquidity environment. When technicals start to abate, in our view, MCDX 
spreads should catch up to credit indexes, 
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Options and Tranche Commentary 
As discussed earlier, the big story in the high yield tranche space was 
resurrection of default risk. In just one month we saw four high-profile defaults 
taking place: AMR, Dynegy, MF Global and PMI. The first two credits were 
actually part of the HY index. In the aftermath, short-dated HY10-15% tranches 
came under pressure (see left chart). HY11 3yr 10-15% has corrected by more 
than 20 points. Actually, at current levels (it is trading in the high 80s, ex-AMR 
and Dynegy), with only 20 days to maturity, in our view, the tranche is worth 
taking another look.  
 
This week’s rally has put pressure on the implied vols, for both CDX IG and S&P. 
VIX is back to sub-30%, while CDX implied vols are quoted in the mid-60s, the 
lowest level since August (see right chart). The index skew was flat already and 
has flattened even more in the rally. The risk-reversal trades, quite popular with 
investors due to the flat skew, have started to pay-off. 
 
Short-Dated HY 10-15% Tranches CDX ATM Vol and Skew 
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Short-dated high grade junior risk also underperformed despite news of potential 
settlement between MBIA and banks which buoyed MBIA spreads.   
 
Delta Adjusted Moves – Selected CDX Tranches 

0-3 3-7 7-10 10-15 15-30 30-100
CDX9 Weekly -1.79 -0.16 0.03 -0.02 0.01 0.03

5Y Monthly -2.60 -0.13 0.09 0.00 0.01 0.02
CDX9 Weekly -2.20 -0.08 -0.14 -0.31 0.02 0.11

7Y Monthly -2.74 0.14 -0.20 -0.46 -0.13 0.18
0-10 10-15 15-25 25-35 35-100

HY10 Weekly 0.00 0.12 0.81 0.08 -0.03
5Y Monthly 0.00 -4.05 1.72 1.12 0.13
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Source: CIRA 

 
Buy HY10 7yr 15-25% protection versus sell 25-35% in 1:1.5 
ratio 
As discussed above, we think that post the recent defaults, the market 
psychology with respect to jump risk is going to change. The market has become 
accustomed to just 1-2% annual default rate over the last several years, but our 
base case scenario projects 2-2.5% next year, with a substantial risk of a higher 
4.5-5% number, if the European crisis is not contained and we, moreover, see 
other opportunistic default filings (aka AMR, Dynegy). 
 
We think that an interesting trade to consider is to buy protection on HY10 7yr 
15-25% tranche against HY10 7yr 25-35%. We recommend doing this trade 
either delta-adjusted (1.0 by 1.3) or slightly overweighting delta (1.0 by 1.5-2.0). 
HY10 10-15% tranche is getting thin (currently just 2.8%) post DYN and AMR. 3-
4 defaults with recoveries of 30-40% should completely wipe it out and start 
eating into 15-25%. More important, with each subsequent default 15-25% 
tranche should continue underperforming, similar to its behavior this month (see 
charts below). HY10 7yr index and tranches will mature in 3.5 years; there are a 
good number of risky credits that are likely to wipe out the 10-15% tranche and 
start affecting15-25% directly.  
 
The HY10 7yr 15-25% tranche has been underperforming both senior tranches 
as well as its delta by a wide margin. Hence this trade would make the most 
sense to investors concerned about the near-term default risk. Moreover, 
investors should benefit from a positive rolldown and carry, though they should 
keep in mind negative convexity of the trade. To partially offset the convexity 
effect, investors might want to take a view on the market direction. Bullish 
investors might overweight the trade’s delta, while bearish could underweight. 
 
HY10 7yr 15-25% vs. 25-35%: Levels Delta-Adjusted 
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Trade Levels 
Tranche Action Nominal Price (mid) SNAC (mid) Delta

15-25% 7yr Buy CDS 10mln 55.3 2400 2.90x
25-35% 7yr Sell CDS 13mln 89.4 840 2.20x
HY10 7yr 97.5 
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OPTIONS RISK DISCLOSURE — PLEASE READ CAREFULLY 
This section discusses possible options strategies that you may choose to employ in conjunction with the company securities 
discussed herein. If you choose to engage in the options transactions discussed within this document, you must have an 
approved options account and will be subject to certain criteria which may ultimately prevent you from engaging in certain 
option strategies. It is important for you as an investor to know and understand that Options do involve risk and sometimes, 
significant risk, therefore may not be appropriate for all investors. If you buy options, the maximum loss is the premium. If you 
sell put options, the risk is the entire notional below the strike. If you sell call options, the risk is unlimited. The actual profit or 
loss from any trade will depend on the price at which the trades are executed. The prices used herein are historical and may 
not be available when you order is entered. Commissions and other transaction costs are not considered in these examples.  
Please speak to your Financial Advisor to ensure you have a full understanding of the risk and reward of the strategy you are 
considering. Strategies that are opened or closed differently than what is discussed in this document could have a 
significantly different outcome from what is described. It should be noted that certain Index options might have special 
settlement dates or settlement requirements that are different from traditional equity options. Commissions, taxes, and 
margin costs have not been included but will affect the outcome of any option transaction and should be considered. 
However, they can have a significant impact on the profitability of options transactions and should be considered carefully 
before entering into any option strategy. Because of the importance of tax considerations to all option transactions, the 
investor considering options should consult with his/her tax advisor as to how their tax situation is affected by the outcome of 
contemplated options transactions. Certain options trades/strategies must be executed in a margin account. Transactions 
executed in a margin account can require the investor to periodically deposit additional collateral into the account in order to 
maintain the positions. The preceding language is not a full description of all possible risks associated with options trading.  
For a more complete description on the uses and risks of options, please see the document titled Characteristics and Risks 
of Standardized Options. If you would like an additional copy of this document please contact Citigroup Global Markets Inc., 
Options Department, 390 Greenwich Street, New York, NY 10013 or from your Morgan Stanley Smith Barney Financial 
Advisor. Options are not suitable for all investors. Before entering into any transaction using listed options, investors should 
read and understand the current Options Clearing Corp. Disclosure Document (Characteristics and Risks of Standardized 
Options) at http://www.theocc.com/about/publications/character-risks.jsp, 
http://www.theocc.com/components/docs/May_2010_ODD_Definitive_Supplement.pdf and 
http://www.theocc.com/components/docs/January_2011_ODD_Definitive_Supplement.pdf. Investing in options other than 
Standardized Options may entail additional risks. 
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Product must take into account existing public information on such security or the financial products or any registered prospectus.  The Product is made 
available in Thailand through Citicorp Securities (Thailand) Ltd., which is regulated by the Securities and Exchange Commission of Thailand.  18/F, 22/F and 
29/F, 82 North Sathorn Road, Silom, Bangrak, Bangkok 10500, Thailand.  The Product is made available in Turkey through Citibank AS which is regulated 
by Capital Markets Board.  Tekfen Tower, Eski Buyukdere Caddesi # 209 Kat 2B, 23294 Levent, Istanbul, Turkey.  In the U.A.E, these materials (the 
"Materials") are communicated by Citigroup Global Markets Limited, DIFC branch ("CGML"), an entity registered in the Dubai International Financial Center 
("DIFC") and licensed and regulated by the Dubai Financial Services Authority ("DFSA") to Professional Clients and Market Counterparties only and should 
not be relied upon or distributed to Retail Clients. A distribution of the different CIRA ratings distribution, in percentage terms for Investments in each sector 
covered is made available on request.  Financial products and/or services to which the Materials relate will only be made available to Professional Clients 
and Market Counterparties.  The Product is made available in United Kingdom by Citigroup Global Markets Limited, which is authorised and regulated by 
Financial Services Authority.  This material may relate to investments or services of a person outside of the UK or to other matters which are not regulated by 
the FSA and further details as to where this may be the case are available upon request in respect of this material.  Citigroup Centre, Canada Square, 
Canary Wharf, London, E14 5LB.  The Product is made available in United States by Citigroup Global Markets Inc, which is a member of FINRA and 
registered with the US Securities and Exchange Commission. 388 Greenwich Street, New York, NY 10013.   Unless specified to the contrary, within EU 
Member States, the Product is made available by Citigroup Global Markets Limited, which is regulated by Financial Services Authority.  
Pursuant to Comissão de Valores Mobiliários Rule 483, Citi is required to disclose whether a Citi related company or business has a commercial relationship 
with the subject company. Considering that Citi operates multiple businesses in more than 100 countries around the world, it is likely that Citi has a 
commercial relationship with the subject company.  
Many European regulators require that a firm must establish, implement and make available a policy for managing conflicts of interest arising as a result of 
publication or distribution of investment research. The policy applicable to CIRA's Products can be found at www.citigroupgeo.com.   
Compensation of equity research analysts is determined by equity research management and Citigroup's senior management and is not linked to specific 
transactions or recommendations.   
The Product may have been distributed simultaneously, in multiple formats, to the Firm's worldwide institutional and retail customers.  The Product is not to 
be construed as providing investment services in any jurisdiction where the provision of such services would not be permitted.  
Subject to the nature and contents of the Product, the investments described therein are subject to fluctuations in price and/or value and investors may get 
back less than originally invested. Certain high-volatility investments can be subject to sudden and large falls in value that could equal or exceed the amount 
invested. Certain investments contained in the Product may have tax implications for private customers whereby levels and basis of taxation may be subject 
to change. If in doubt, investors should seek advice from a tax adviser.  The Product does not purport to identify the nature of the specific market or other 
risks associated with a particular transaction.  Advice in the Product is general and should not be construed as personal advice given it has been prepared 
without taking account of the objectives, financial situation or needs of any particular investor. Accordingly, investors should, before acting on the advice, 
consider the appropriateness of the advice, having regard to their objectives, financial situation and needs. Prior to acquiring any financial product, it is the 
client's responsibility to obtain the relevant offer document for the product and consider it before making a decision as to whether to purchase the product. 
With the exception of our product that is made available only to Qualified Institutional Buyers (QIBs), CIRA concurrently disseminates its research via 
proprietary and non-proprietary electronic distribution platforms. Periodically, individual CIRA analysts may also opt to circulate research posted on such 
platforms to one or more clients by email. Such email distribution is discretionary and is done only after the research has been disseminated via the 
aforementioned distribution channels. CIRA simultaneously distributes product that is limited to QIBs only through email distribution. 
The level and types of services provided by CIRA analysts to clients may vary depending on various factors such as the client’s individual preferences as to 
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third parties. The Product may provide the addresses of, or contain hyperlinks to, websites. Except to the extent to which the Product refers to website 
material of the Firm, the Firm has not reviewed the linked site. Equally, except to the extent to which the Product refers to website material of the Firm, the 
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Firm takes no responsibility for, and makes no representations or warranties whatsoever as to, the data and information contained therein. Such address or 
hyperlink (including addresses or hyperlinks to website material of the Firm) is provided solely for your convenience and information and the content of the 
linked site does not in anyway form part of this document. Accessing such website or following such link through the Product or the website of the Firm shall 
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